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MEMORANDUM FI NDI NGS OF FACT AND OPI NI ON
DAWSON, Judge: These consolidated cases were assigned to
Special Trial Judge Norman H Wbl fe pursuant to the provisions of
section 7443A(b)(4) in effect when these proceedi ngs commenced,
and Rul es 180, 181, and 183. All section references are to the

| nternal Revenue Code, and all Rule references are to the Tax
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Court Rules of Practice and Procedure. The Court agrees with and
adopts the opinion of the Special Trial Judge, which is set forth
bel ow.
OPI NI ON OF THE SPECI AL TRI AL JUDGE

WOLFE, Special Trial Judge: In so-called affected itens

noti ces of deficiency, respondent determ ned additions to tax
Wi th respect to petitioners’ Federal income taxes for the years
and in the anounts as shown bel ow

Keith E. & Marilyn B. West

Additions to Tax

Year Sec. 6653(a) (1) Sec. 6653(a)(2) Sec. 6659
1979 $808 - 0- $4, 848
1982 1, 607 1 8, 467
1983 25 1 - 0-
1984 10 1 - 0-

VWarren S. & Elizabeth A West

Additions to Tax

Year Sec. 6653(a) (1) Sec. 6653(a)(2) Sec. 6659
1979 $953 - 0- $5, 717
1980 204 - 0- 1, 191
1982 1, 239 1 4, 787

! Fifty percent of the interest payable with respect to the

portion of the underpaynent that is attributable to negligence.
The under paynments were determ ned and assessed pursuant to a
partnershi p-1evel proceeding. See secs. 6231-6233. Wth regard
to petitioners Keith E. and Marilyn B. West, respondent

det ermi ned underpaynents attributable to negligence of $32,147,
$498, and $207 for 1982, 1983, and 1984, respectively. Wth
regard to petitioners Warren S. and Elizabeth A West, respondent
determ ned an under paynent attributable to negligence for 1982 of
$24, 772.
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The issues for decisions! are: (1) Wether petitioners are
liable for additions to tax under section 6653(a)(1) and (2) for
negl i gence or intentional disregard of rules or regulations, and
(2) whether petitioners are liable for additions to tax under
section 6659 for underpaynents of tax attributable to val uation
over statenents.

FI NDI NGS OF FACT

Sone of the facts have been stipulated, and they are so
found. The stipulated facts and attached exhibits are
i ncorporated herein by this reference. Petitioners Keith E. and
Marilyn B. West resided in Edina, Mnnesota, at the tine they
filed the petition in this case. Petitioners Warren S. and
El i zabeth A. West resided in Burnsville, Mnnesota, at the tine

they filed the petition in this case.

! It woul d appear that petitioners have abandoned any
contention regarding the statute of limtations (the so-called
Davenport issue) in view of the affirmance of this Court’s
opinion on that issue by the Court of Appeals for the El eventh
Crcuit. See Davenport Recycling Associates v. Conm ssioner, 220
F.3d 1255 (11th Gr. 2000), affg. T.C. Meno. 1998-347; see al so
Klein v. United States, 86 F. Supp. 2d 690 (E.D. Mch. 1999);
Cark v. United States, 68 F. Supp. 2d 1333, 1342-1346 (N.D. Ga.
1999); Barlow v. Comm ssioner, T.C Meno. 2000-339; Kohn v.

Comm ssioner, T.C Menp. 1999-150. However, if we are m staken
inthis regard, then we refer the parties to paragraphs 61-63 of
t he suppl enental stipulation of facts, and we decide the
Davenport issue in respondent’s favor based on the foregoing

pr ecedent .




A. The Masters Transactions

These consolidated cases are part of the Plastics Recycling
group of cases. The additions to tax arise fromthe disall owance
of losses, investnent credits, and energy credits clainmed by
petitioners with respect to a partnership called Msters
Recycling Associates (Masters or the partnership).

For a detailed discussion of the transactions involved in

the Plastics Recycling cases, see Provizer v. Comm ssioner, T.C

Meno. 1992-177, affd. without published opinion 996 F.2d 1216
(6th Cr. 1993). The underlying transactions involving the
Sentinel recycling nmachines (recyclers) in these cases are

substantially identical to the transactions in Provizer v.

Conmm ssi oner, supra, and, wth the exception of certain facts

that we regard as having mninmal significance, petitioners have
stipul ated substantially the same facts concerning the underlying

transactions that were described in Provizer v. Conm ssioner,

supra.
In a series of sinultaneous transactions closely resenbling
those in Provizer, that for convenience are referred to herein as

the Masters transactions, Packaging Industries Goup (Pl) of
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Hyanni s, Massachusetts, manufactured and sol d> four Sentinel EPS3
recyclers to Ethynol Cogeneration, Inc. (ECl) for $1,520, 000
each. The sale of the recyclers fromPl to ECl was partially
financed with nonrecourse prom ssory notes. For each recycler,
ECl agreed to pay Pl $112,750 in cash, with the renai ning bal ance
of $1,407,250 financed through a 12-year nonrecourse proni ssory
not e.

Si nul taneously, EClI resold the recyclers to F & G Equi pnent
Corp. (F&G5 for $1, 750,000 per machine. For each machine, F&G
agreed to pay ECI $128,250 in cash, with the renaining bal ance of
$1, 621, 750 financed through a purportedly partial recourse
prom ssory note. The note was recourse to the extent of 20
percent of its face value. However, the recourse portion was

payabl e only after the nonrecourse portion was satisfied.

2 Terms such as sale and | ease, as well as their derivatives,
are used for convenience only and do not inply that the
particul ar transaction was a sale or |ease for Federal tax
purposes. Simlarly, terns such as joint venture and agreenent
are al so used for convenience only and do not inply that the
particul ar arrangenent was a joint venture or an agreenent for
Federal tax purposes.

8 EPS stands for expanded pol ystyrene. The case of Provizer

v. Comm ssioner, T.C Meno. 1992-177, affd. per curiam w thout
publ i shed opinion 996 F.2d 1216 (6th Cr. 1993), invol ved

Senti nel expanded pol yet hyl ene (EPE) recyclers. However, the EPS
recycl er partnerships and the EPE recycler partnerships are
essentially identical. See Davenport Recycling Associates v.
Comm ssioner, T.C Meno. 1998-347, affd. 220 F.3d 1255 (11th G
2000); see also Uanoff v. Comm ssioner, T.C. Meno. 1999-170
(sane); CGottsegen v. Comm ssioner, T.C. Meno. 1997-314 (invol ving
both the EPE and EPS recyclers).
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In turn, F&G | eased the recyclers to Masters. Pursuant to
the | ease and in accordance with applicable provisions of the
I nt ernal Revenue Code and Treasury regul ations, F&G el ected to
treat Masters as having purchased the recyclers for purposes of
the i nvestnent and busi ness energy tax credits.

Si mul t aneously, Masters entered into a joint venture with P
and Resin Recyclers, Inc. (RRI). The joint venture agreenent
provided that RRI was to assist Masters with the placenent of
recyclers with end-users. At the sane tinme, PlI, ECl, F&G
Masters, and RRI entered into arrangenents that provided that PI
woul d pay a nonthly joint venture fee to Masters, in the sane
anount that Masters would pay as nonthly rent to F&G in the sane
anount as F&G woul d pay nonthly on its note to ECl, in the sane
anount that ECI would pay each nonth on its note to PI. In
connection with these arrangenents, Pl, ECl, F&G Masters, and
RRI entered into offsetting agreenents so that these nonthly
paynments were kept only as bookkeeping entries and no noney
actually was transferred. Consequently, all of the nonthly
paynments required anong the entities in the above transactions
of fset each other, and the transactions occurred simnultaneously.

On its 1982 tax return Masters reported that the four
recycl ers had an aggregate basis of $7,000,000, or $1, 750, 000
each, for purposes of the investnent and busi ness energy tax

credits. In the present cases, the parties stipulated that in
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1982 the recyclers were not properly valued at $1, 750, 000 each,
but instead had only a maxi num val ue of $30,000 to $50, 000 each.
On its 1982, 1983, 1984, and 1985 tax returns, Masters reported
net ordinary |osses of $713, 291, $36, 205, $16, 720, and $15, 832,
respectively. Losses and credits were reported by Masters on its
tax returns, and the portions attributable to petitioners,
respectively, were included on Forns K-1 issued to themand filed
with Masters’ tax returns.

B. The Private Ofering Menorandum

Cenerally, Masters distributed a private offering menorandum
to potential investors. The offering nmenorandum i nforned
i nvestors that Masters’ business would be conducted in accordance
with the transaction described above. The offering nmenorandum
al so warned potential investors of significant business and tax
ri sks associated with investing in Masters.

Specifically, the offering nmenorandum warned potenti al
investors that: (1) There was a substantial |ikelihood of an
audit by the Internal Revenue Service (IRS); (2) “On audit, the
purchase price of the Sentinel EPS recyclers to be paid by F&G to
ECI may be challenged by the * * * [IRS] as being in excess of
the fair market value thereof, a practice followed by * * * [the
IRS] in transactions it deens to be tax shelters”; (3) the
partnership had no prior operating history; (4) the limted

partners woul d have no control over the conduct of the
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partnership’ s business; (5) there was no established market for
the Sentinel EPS recyclers; (6) there were no assurances that

mar ket prices for virgin resin would remain at then current
prices per pound or that the recycled pellets would be as

mar ketabl e as virgin pellets; and (7) certain potential conflicts
of interest existed.

The offering nmenorandum cont ai ned a marketing opi ni on by
Stanley U anoff (U anoff) and a technical opinion by Samnuel
Burstein (Burstein). U anoff owned a 4.37-percent interest in
Tayl or Recycling Associates, which purported to | ease four
pl astic recyclers, and Burstein owned a 5.82-percent interest in
Jefferson Recycling Associates, which also purported to | ease
four plastic recyclers. The offering nenorandum di scl osed t hat
Burstein was a client of Pl’'s corporate counsel. The offering
menor andum al so warned potential investors not to rely on the
statenents and opinions contained in the nmenorandum but to
conduct an i ndependent investigation.

The private offering nmenorandum al so projected that in the
initial year of investrment an investor contributing $50, 000
woul d receive investnment tax credits and business energy credits
of $77,000 and tax deductions of $38,940. The private offering
menor andum provi ded that an investor in Masters was required to

have an individual net worth and/or net worth with a spouse of
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$1, 000, 000, inclusive of residences and personal property, or
i ncome of $200, 000 per year for each unit of investnent.

C. Part nershi p-Level Litiqgation

On June 5, 1989, respondent issued Notices of Final
Partnership Adm nistrative Adjustnent (FPAA) to Masters’ tax
matters partner (TMP) for 1982, 1983, 1984, and 1985.
Subsequently, on June 19, 1989, copies of the FPAA s for 1982,
1983, and 1984 were sent to Keith and Marilyn Wst. On the sane
date, a copy of the FPAA for 1982 was sent to Warren and
Eli zabeth West. I n the FPAA s, respondent disallowed the |osses
that Masters had reported on its 1982, 1983, 1984, and 1985
Federal incone tax returns and determ ned that Masters did not
incur “a loss in a trade or business or in an activity entered
into for profit or wth respect to property held for the
production of incone.” Respondent also determ ned that Msters’
basis in the recycling equi pnent was zero, rather than
$7, 000, 000, for purposes of the investnent tax and business
energy credits.

Subsequently, a petition was filed by Masters’ tax matters
partner. On February 23, 1994, the Court entered a decision in

Masters Recycling Associ ates, Sam Wner, Tax Matters Partner V.

Conmi ssi oner, docket No. 18417-89. This decision reflects a ful

concession by Masters of all itens of inconme, |oss, and the

under | yi ng equi pnent val uation used for tax credit purposes.



D. Keith and Marilyn West

In 1956, Keith West (Keith) graduated fromthe University of
M nnesota with a bachelor of science degree. After graduation,
Keith was enployed in the engi neering departnent of Benson
Optical Co. (Benson). Subsequently, Keith was pronoted by Benson
to vice president of operations, then executive vice president,
and then ultimately president. Keith was the president of Benson
from 1977 to 1985. Benson had 1, 600 enpl oyees and had offices
and | aboratories in 23 States. Eight or nine vice presidents
reported directly to Keith, as president. |In 1969, Benson was
acquired by a publicly held conpany, Frigitronics. At one tine,
Keith al so served on Frigitronics’ board of directors.

Prior to 1982, Keith had only nade a small nunber of
i nvestnments. He had accunul ated Benson Optical stock, and he had
Frigitronics stock after the acquisition. Al so, he had made a
[imted partnership investnment in fourplexes in Mnneapolis, at
t he suggestion of a friend and nei ghbor who was a partner in the
selling conpany. 1In 1982, Keith was 51 years old and was
interested in planning for his future retirenment. Upon the
recomendation of a friend, Keith contacted a C gnha
representative named Ernest Mejia (Mejia). Keith had sonme
famliarity wwth C gna because he understood that C gna was a
di vi sion of Connecticut CGeneral Life Insurance Co. (Connecti cut

Ceneral). One of the alternative investnents offered to
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enpl oyees by Benson’s profit-sharing trust, of which Keith was a
trustee, was a fund sponsored by Connecticut General.

Sonetinme during 1982, Keith nmet with Mejia to review his
inconme and retirenent goals. During this neeting, Mejia
recommended investing in Ham|ton Recycling Associ ates
(Hamlton). Keith contends that he was inpressed by Ham | ton
because Ham Iton offered solutions to the United States’ energy
shortage and waste di sposal problens. Keith also noted that
Benson recei ved and used products for packaging simlar to the
so-cal |l ed peanuts produced by the recyclers. Keith further
asserts that Mejia represented that Ham | ton was a C gna-
researched investnent. Keith did not review any G gna materials
pronoting Ham I ton, nor did he nake any i ndependent inquiries as
to whether Ham |l ton was a G gna-researched investnent.

Keith contends that Mejia told himthat he had traveled to
New York and net with Hamlton’s accountants. Keith al so
contends that Mejia told himthat he had traveled to a site where
a recycler was being used and had brought back sone of the
peanuts the machi ne produced. Mejia did not testify at the
trial.

Keith received a copy of Hamlton’s offering nmenorandum and
spent 3 or 4 hours reviewng it. In review ng the nmenorandum
Keith noted and relied upon U anoff’s marketing report and

Burstein’s technical opinion, even though he was aware that the
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menor andum specifically warned potential investors not to rely on
the reports contained init.

Subsequently, Keith and Mejia spoke with Gerald G ande
(Grande), a certified public accountant (C P. A ) who had
previously given tax advice to Keith and had prepared Keith's
income tax returns. Pursuant to this conversation, G ande had
one of his firms staff nenbers review the offering nenorandum
Based upon the staff person’s review, G ande concluded that the
Ham [ ton transaction nmet the criteria for the energy tax credit
and that the offering nmenorandum was properly prepared. However,
Grande did not review Hamlton’ s nontax business aspects. At
trial, Keith testified as follows: “M. G ande was not asked,
nor did he give an opinion on the investnent. He was only asked
to review the docunent to see if it met the criteria for the
energy tax credit.” Neither G ande nor the staff person who
reviewed the offering nenorandum had any experience or education
with plastics or plastics recycling. Mreover, G ande did not
contact any expert in the plastics or plastics recycling field as
part of his review Gande also testified that he probably
referred to Hamlton as a tax shelter during his discussions with
Keith and Meji a.

Kei th does not have any education or experience with the
pl astics or plastics recycling industries. Keith also did not

consult with anyone who had any expertise with plastics or
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pl astics recycling. However, Keith contends that he decided to
invest in Ham Iton based upon Mgjia s and Grande’s advi ce.

Utimately, Keith was unable to invest in Ham |ton because
partnership interests in Hamlton were no | onger avail able by the
time he decided to invest. Then Mejia told Keith that interests
in Masters, another recycling limted partnership identical to
Ham [ ton, were available. Keith received the Masters offering
menor andum but he did not thoroughly review the Masters offering
menor andum because it was duplicative of the Hamlton offering
menor andum

For 1979, 1982, 1983, and 1984, Keith and Marilyn West filed
joint Federal inconme tax returns. 1In 1982, Keith invested
$25,000 in Masters. As a result of his investnent in Masters,
Keith cl ai med net operating | oss deductions of $19,616, $995, and
$460 on his 1982, 1983, and 1984 Federal incone tax returns,
respectively. On his 1982 Federal inconme tax return, Keith al so
cl ai med i nvestnent tax and business energy credits totaling
$38, 500, which was limted by his 1982 incone tax liability (as
reduced by the partnership loss) and the alternative m ni nrumt ax.
On April 20, 1983, Keith filed an application for tentative
refund, Form 1045, carrying back investnent and busi ness energy
tax credits to 1979 to generate a tax refund of $16, 161

Keith did not actively nonitor his investnment in Masters.

At trial, Keith testified: “[T]here wasn’'t a |lot you could do to
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monitor. W certainly got the mail fromthe Internal Revenue
Service as well as fromthe partnership. And that’'s about all we
could monitor.” Keith also acknow edged that he did not
undert ake any i ndependent investigation regarding the val ue of
the recyclers and that he was fully aware of the tax benefits
associated wth investing in Masters.

E. Warren and Eli zabeth West

In 1955, Warren West (Warren) received a bachel or of science
degree in civil engineering fromthe University of M nnesota.
After graduation, Warren was enpl oyed by the Center Gty Co.
(Center City). Eventually, Warren becane the president of Center
Cty. At times, Warren al so sat on the boards of three publicly
hel d conpani es.

Prior to 1982, Warren invested nostly in shares of publicly
traded conpanies. Sonetime during 1982, Warren | earned about
Ham [ ton from Mejia, an agent for G gna who was working with
Warren with regard to his financial and estate planning. Warren
asserts that Mejia told himthat he had travel ed east and had
seen the recycling equipnent and that Ham I ton was a viable
ongoi ng operation. As result of his discussions with Mji a,
Warren spent an unspecified nunber of hours review ng the
Ham [ ton offering nmenorandum Warren al so asserts that he asked
his CP. A, JimMki (Maki), to review the Ham |lton offering

menor andum Warren clains that Maki told himthat the Ham | ton
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transaction satisfied certain tax regul ati ons concerning the
organi zation’s qualification as a limted partnership so that it
coul d pass through tax benefits to limted partners. Warren
concedes that his conversations with Maki were limted to tax
i ssues surrounding Ham Iton and not Ham |lton’s econom c or
financial aspects. Maki did not testify during the trial.

Warren did not invest in Ham |lton because partnership
interests were no | onger avail able when he reached his deci sion
to invest. Then Mejia told Warren that partnership interests in
Masters, another recycling partnership substantially identical to
Ham | ton, were available. Accordingly, Warren received the
Masters offering nmenmorandum Warren did not review the Masters
of feri ng menorandum because it was substantially identical to the
Ham [ ton offering nmenorandum Warren did not undertake any
i ndependent investigation concerning Masters’ econom c or
financial aspects. At trial, Warren testified that “the only
thing | had to go on was in the prospectus. And it |ooked fairly
good.” Warren further testified as to why the Masters prospectus
| ooked good to him “Two reasons: One is the relatively
generous tax benefit up front, and that in the long-run, it was
supposed to turn a profit.” Warren further testified that he did
“very little” to nonitor his investnent in Masters. Warren al so

acknow edged that Mejia marketed Masters as a tax shelter.
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Warren does not have any experience or education in plastics
or plastics recycling. He did not consult with any experts in
the plastics or plastics recycling industries.

For 1979, 1980, and 1982, Warren and Elizabeth West filed
joint Federal inconme tax returns. |In 1982, Warren invested
$25,000 in Masters. As a result of his investnment in Msters,
Warren clained a net operating | oss deduction of $19,615 on his
1982 Federal income tax return. On his 1982 Federal incone tax
return, Warren al so clainmed investnent tax and busi ness energy
tax credits totaling $38,502, which was limted to his 1982
incone tax liability (as reduced by the partnership |oss) and the
alternative mnimumtax. On April 18, 1983, Warren filed an
application for tentative refund, Form 1045, carrying back
i nvest ment and busi ness energy tax credits to 1979 and 1980 to
generate tax refunds of $19,057, and $3,970, respectively.

OPI NI ON

We have deci ded many Pl astics Recycling cases. Mst of
t hese cases, like the present cases, raised issues regarding
additions to tax for negligence and val uati on over st at enent.

See, e.g., Barber v. Comm ssioner, T.C Meno. 2000-372; Carrol

v. Conm ssioner, T.C. Menob. 2000-184; U anoff v. Comm SsSioner,

T.C. Meno. 1999-170; Greene v. Commi ssioner, T.C Mno. 1997-296;

Kali ban v. Conmi ssioner, T.C. Menp. 1997-271; Sann V.

Comm ssioner, T.C Meno. 1997-259 n.13 (and cases cited therein),
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affd. sub nom Addington v. Comm ssioner, 205 F.3d 54 (2d Cr

2000). In all but a few of those cases, we found the taxpayers
liable for the additions to tax for negligence. Mreover, in al
of the Plastics Recycling cases in which the issue has been

rai sed, we have found the taxpayers liable for additions to tax
for val uation overstatenent.

In Provizer v. Comm ssioner, T.C. Menp. 1992-177, the test

case for the Plastics Recycling group of cases, this Court:

(1) Found that each recycler had a fair market value of not nore
t han $50, 000; (2) held that the transaction, which was virtually
identical to the transactions in the present cases, was a sham
because it | acked econom c substance and a busi ness purpose; (3)
sustained the additions to tax for negligence under section
6653(a) (1) and (2); (4) sustained the addition to tax for

val uation overstatenment under section 6659 because the

under paynent of taxes was directly related to the overval uation
of the recyclers; and (5) held that the partnership | osses and
tax credits claimed wth respect to the plastics recycling
partnership at issue were attributable to tax-notivated
transactions within the nmeaning of section 6621(c). W also
found that other recyclers were commercially available during the
years in issue. See id. In reaching the conclusion that the
transaction | acked a business purpose, this Court relied heavily

upon the overvaluation of the recyclers. Simlarly, in Gottsegen
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V. Conm ssioner, T.C. Menob. 1997-314, we found that each Senti nel

EPS recycler had a fair market value not in excess of $50, 000,
and relied heavily on the overvaluation of the recyclers in
concl uding that the taxpayer was negligent and |iable for
accuracy-rel ated penalties.

A.  Section 6653(a)(1) and (2) Neqgligence

In these cases, respondent determ ned that petitioners were
liable for additions to tax for negligence under section
6653(a) (1) and (2) with respect to underpaynents attributable to
petitioners’ investnent in Masters. |In each case, petitioners
contend that they were not negligent because: (1) They
reasonably relied in good faith upon the advice of advisers,

i ncludi ng a conpetent and experienced accountant, in deciding to
invest in Masters, and (2) they intended to make a profit from
their investnment in Masters.

Section 6653(a)(1l) and (2) inposes additions to tax if any
part of the underpaynent of tax is due to negligence or
intentional disregard of rules or regulations. Negligence is
defined as the failure to exercise the due care that a reasonabl e
and ordinarily prudent person would exerci se under the

circunstances. See Neely v. Conmi ssioner, 85 T.C. 934, 947

(1985). The pertinent question is whether a particul ar
taxpayer’s actions are reasonable in light of the taxpayer’s

experience, the nature of the investnent, and the taxpayer’s
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actions in connection with the transacti ons. See Henry Schwart z

Corp. v. Conm ssioner, 60 T.C. 728, 740 (1973). \Wen considering

t he negligence additions to tax, we evaluate the particular facts
of each case, judging the relative sophistication of the
t axpayers, as well as the manner in which they approached their

i nvest nent . See McPike v. Conmissioner, T.C Meno. 1996-46.

1. Petitioners’ Purported Reliance on an Adviser

In these cases, petitioners claimthat they reasonably
relied upon the advice of a qualified tax adviser. A taxpayer
may avoid liability for the additions to tax under section
6653(a)(1) and (2) if he or she reasonably relied on conpetent

prof essional advice. See United States v. Boyle, 469 U S. 241,

250- 251 (1985); Freytag v. Conm ssioner, 89 T.C. 849, 888 (1987),

affd. 904 F.2d 1011 (5th Gr. 1990), affd. 501 U.S. 868 (1991).

See al so Anerican Properties, Inc. v. Comm ssioner, 28 T.C. 1100,

1116-1117 (1957), affd. per curiam 262 F.2d 150 (9th Cr. 1958).
Rel i ance on professional advice, standing alone, is not an
absol ute defense to negligence, but rather a factor to be

consi dered. See Freytag v. Conmi Ssi oner, supra. For reliance on

prof essi onal advice to excuse a taxpayer fromthe negligence
additions to tax, the taxpayer nust show that the professional
had the expertise and know edge of the pertinent facts to provide

i nformed advice on the subject matter. See Chakales v.

Comm ssioner, 79 F.3d 726 (8th Cr. 1996), affg. T.C. Meno. 1994-
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408; David v. Conmm ssioner, 43 F.3d 788, 789-790 (2d Cr. 1995),

affg. T.C. Menp. 1993-621; Freytag v. Conm ssioner, supra; Sann

v. Conm ssioner, T.C. Menob. 1997-259.

Mor eover, reliance on representations by insiders or
pronoters, or on offering materials has been held an inadequate

def ense to negligence. See Pasternak v. Conm ssioner, 990 F.2d

893 (6th Gr. 1993), affg. Donahue v. Conm ssioner, T.C Meno.

1991-181; LaVerne v. Conmm ssioner, 94 T.C 637, 652-653 (1990),

affd. wi thout published opinion 956 F.2d 274 (9th Gr. 1992);

Sann v. Conmi SSsi oner, supra. Pl eas of reliance have been

rej ected when neither the taxpayer nor the advisers purportedly
relied upon by the taxpayer knew anythi ng about the nontax
busi ness aspects of the contenpl ated venture. See David v.

Conmi ssi oner, supra; Freytag v. Conmmi SSioner, supra.

In these cases, petitioners’ purported reliance on G ande
and Maki does not relieve themof liability for the additions to
tax for negligence. Gande's and Maki’'s expertise was in
taxation, not plastics or plastics recycling. Moreover, neither
Grande nor Maki consulted with any persons who had such expertise
in plastics or plastics recycling. At trial, Keith and Warren
testified that Gande’s and Maki’'s reviewwas limted to
exam ning the offering nmenorandumto ascertai n whether the
docunents had been properly prepared so that they as limted

partners would be entitled to the tax benefits presented by the
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of fering nmenorandum In effect, the advice provided by G ande
and Maki did not suggest anything beyond the view that, if the
facts and circunstances proved to be as represented by Mejia and
in the offering nmenorandum then the tax benefits described in
the offering nmenorandum shoul d be allowed. Keith and Warren did
not rely upon Grande or Maki with regard to Masters’ nontax

busi ness aspects.

Accordingly, petitioners, Gande, and Maki solely relied
upon the offering materials and Megjia' s representations with
regard to the recyclers’ value and Masters’ economc viability.
The of fering nmenmorandum contai ned reports by U anoff and
Burstein. Petitioners, Gande, and Maki never investigated
whet her U anoff or Burstein had an interest in plastics recycling
transactions. In fact, U anoff and Burstein each invested in
pl astics recycling partnerships. The offering nmenorandum al so
di scl osed that Burstein was a client and business associ ate of
Pl's corporate counsel. Moreover, the offering menorandum
specifically warned potential investors not to rely on the
statenents or opinions contained init. Lastly, as a broker,
Mejia clearly had a financial interest in selling the partnership
interests to petitioners. 1In this transaction, Mjia was engaged
in a selling function rather than an advisory function, and

petitioners, as experienced businessnmen and educated persons,
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knew or shoul d have known to exercise caution in relying upon the
seller’s representative for advice as to whether they should buy.
On this record, we hold that it was not reasonable for
petitioners to claimsubstantial tax credits and partnership
| osses on the basis of Mgjia' s, Grande’s, or Maki’s advice.
Nei t her Grande nor Maki had the requisite expertise or know edge
of the pertinent facts to provide infornmed advice regarding the
claimed partnership | osses and tax credits. A taxpayer may rely
upon his adviser’s expertise, but it is not reasonabl e or prudent
to rely upon an adviser regarding matters outside of his field of
expertise or wiwth respect to facts that he does not verify. See

David v. Commi ssioner, supra at 789-790; Goldnman v. Conm ssioner,

39 F.3d 402, 408 (2d GCr. 1994); Freytag v. Conm ssioner, 89 T.C.

849 (1991); Sann v. Conm ssioner, supra. Mreover, as indicated

above, in these cases there is no credible evidence that either
of them offered advice beyond his |imted area of know edge
relating to the technical tax aspects of the transaction.
Petitioners’ purported reliance on Mejia s advice was al so

unr easonable. W have consistently held that advice from such
persons is better classified as sales pronotion. See Singer v.

Conmi ssioner, T.C. Menp. 1997-325; Sann v. Commi SSioner, supra;

Vojticek v. Conmmi ssioner, T.C Meno. 1995-444. W note that in

t hese cases, Mejia did not testify, and that circunstance

suggests that if he had testified, that testinony woul d have been
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unfavorable to petitioners. See Wchita Term nal Elevator Co. V.

Comm ssioner, 6 T.C 1158, 1165 (1946), affd. 162 F.2d 513 (10th

Gir. 1947).

2. Petitioners’ Purported Profit Mbtive

In these cases, petitioners also contend that they were not
negl i gent because they invested in Masters for economc profits
and as a source of income for retirenent. Keith and Warren each
had an extensive business background and had enjoyed a successf ul
career in his respective field. Moreover, Keith and Warren each
had been the head of a |arge conpany and each had experience with
conpl ex financial decisions. Keith and Warren read Ham lton’s
of feri ng menorandum which was substantially identical to
Masters’ offering nmenorandum The offering nmenorandum
specifically warned potential investors of significant business
and tax risks associated with investing in these types of
partnerships. The offering nenorandum al so war ned potenti al
investors that the value of the recyclers m ght be chall enged by
the IRS, a practice often followed by the IRS in transactions it
deens to be tax shelters. Nevertheless, petitioners disregarded
these warnings and failed to consult any independent advisers
Wi th expertise in plastics or plastics recycling. Petitioners
al so failed to conduct a reasonabl e i ndependent investigation
into the market value of the recyclers or any of the other

econom cs of the Masters’ transaction. Mor eover, G ande
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testified that he probably referred to Hamlton as a tax shelter.
Warren also testified that he knew that Masters was a tax

shel ter.

Petitioners’ reliance on Krause v. Commi ssioner, 99 T.C. 132

(1992), affd. sub nom Hildebrand v. Conm ssioner, 28 F.3d 1024

(10th Gr. 1994), is msplaced. The facts in Krause are
di stingui shable fromthe facts in these cases. |In Krause, the
t axpayers invested in limted partnershi ps whose investnent
obj ectives concerned enhanced oil recovery (EOR) technol ogy. The
Krause opinion states that during the late 1970's and early
1980’ s, the Federal Governnent adopted specific progranms to aid
research and devel opnent of EOR technol ogy. See id. at 135-136.
In holding that the taxpayers in Krause were not liable for the
negligence addition to tax, this Court noted that one of the
Governnent’s expert w tnesses acknowl edged that “investors nmay
have been significantly and reasonably influenced by the energy
price hysteria that existed in the late 1970s and early 1980s to
invest in EOR technology.” 1d. at 177. Wile EOR was, according
to our opinion in Krause, at the forefront of national policy and
the nedia during the late 1970's and early 1980's, petitioners
have failed to denonstrate that the so-called energy crisis
provi ded a reasonable basis for themto invest in Masters.

In addition, the taxpayers in Krause were either experienced

in or investigated the oil industry and ECR specifically. One of
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the taxpayers in Krause undertook a significant investigation of
t he proposed investnent, including researching EOR. The ot her

t axpayer was a geol ogi cal and m ning engi neer who hired an

i ndependent expert to review the offering materials. See id. at
166. In contrast, petitioners did not have any experience or
education in plastics recycling. Moreover, neither Keith nor
Warren undertook an independent investigation of Msters.
Petitioners failed to hire an independent expert in plastics to
eval uate the transacti on.

Keith and Warren were both sophisticated and well educated
busi nessmen. There were many factors that should have alerted
petitioners to conduct independent investigations of Msters.

The of fering nmenmorandum war ned each prospective purchaser that he
shoul d consult with his own professional adviser as to the |egal,
tax, and business aspects of investing in Masters. Moreover, the
of feri ng menorandum al so warned potential investors about

numer ous business and tax risks. Nevertheless, petitioners

di sregarded these warnings and failed to undertake an appropriate
i ndependent i nvestigation.

3. Conclusion as to Negligence

Under the circunstances of these cases, petitioners failed
to exercise due care in claimng |large deductions and tax credits
with respect to Masters on their Federal income tax returns. It

was not reasonable for petitioners to rely as they did on the
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of fering menorandum pronoters, or insiders to the transaction.
Petitioners’ accountants were asked to nake only a limted
techni cal exam nation of the docunents presented to themas a tax
shelter, and that is all they did. Petitioners, G ande, and Mak
di d not undertake a good faith investigation of the fair market
val ue of the recyclers or the underlying economc viability or
financial structure of Masters.

Upon consi deration of this record, we hold that petitioners
are liable for the negligence additions to tax under section
6653(a) (1) and (2).

B. Section 6659 Val uation Over st at enent

In the notices of deficiency in these cases, respondent
determ ned that petitioners were liable for section 6659
additions to tax on the portions of their respective
under paynents attributable to valuation overstatenents. Under
section 6659, a graduated addition to tax is inposed when an
i ndi vi dual has an under paynent of tax that equals or exceeds
$1,000 and is attributable to a valuation overstatement. See
sec. 6659(a), (d). A valuation overstatenent exists if the fair
mar ket val ue (or adjusted basis) of property clained on a return
equal s or exceeds 150 percent of the anpbunt determ ned to be the
correct anount. See sec. 6659(c). |If the clained valuation
exceeds 250 percent of the correct value, the addition is equal

to 30 percent of the underpaynent. See sec. 6659(b).
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Petitioners clainmed tax benefits, including investnent tax
credits and business energy credits, based on a purported val ue
of $1, 750,000 for each recycler. Petitioners have conceded t hat
the fair market value of a recycler in 1982 was not in excess of
$50, 000. Accordingly, if disallowance of petitioners’ clained
benefits is attributable to such valuation overstatenents,
petitioners are liable for section 6659 additions to tax at the
rate of 30 percent of the underpaynents of tax attributable to
tax benefits clained with respect to Masters.

Petitioners contend that section 6659 does not apply in
their cases because (1) disallowance of the clainmed tax benefits
was attributable to other than a valuation overstatenent, and (2)
Masters’ concession in the underlying partnership case precludes
i nposition of the section 6659 additions to tax.

1. The Grounds for Petitioners’' Underpaynents

Petitioners argue that where, as here, the Comm ssioner
conpletely disallows a tax benefit, the tax underpaynent cannot
be attributable to a valuation overstatenent. Petitioners cite

the followi ng cases to support their argunent: Heasley v.

Conmm ssi oner, 902 F.2d 380 (5th Gr. 1990), revg. T.C Meno.

1988-408; Gainer v. Comm ssioner, 893 F.2d 225 (9th G r 1990),

affg. T.C. Meno. 1988-416; Todd v. Conmi ssioner, 862 F.2d 540

(5th Gr. 1988), affg. 89 T.C 912 (1987); MCrary V.

Comm ssioner, 92 T.C. 827 (1980).
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Section 6659 does not apply to underpaynents of tax that are
not “attributable to” valuation overstatenents. Todd v.

Conmi ssi oner, supra; MCrary v. Conm ssioner, supra. “To the

extent taxpayers claimtax benefits that are disallowed on
grounds separate and i ndependent from all eged val uati on
overstatenments, the resulting underpaynents of tax are not

regarded as attributable to valuation overstatenents.” Krause V.

Comm ssioner, 99 T.C 132, 178 (1992) (citing Todd v.

Comm ssi oner, supra). However, when valuation is an integral

factor in disallow ng deductions and credits, section 6659 is

applicable. See Merino v. Conmm ssioner, 196 F.3d 147 (3d Cr

1999), affg. T.C. Meno. 1997-385; Zfass v. Conm ssioner, 118 F.3d

184 (4th Cr. 1997), affg. T.C. Meno. 1996-167; |lles v.
Conmm ssioner, 982 F.2d 163 (6th Gr. 1992), affg. T.C Meno.

1991-449; Glman v. Comm ssioner, 933 F.2d 143, 151 (2d G

1991), affg. T.C. Meno. 1989-684; Massengill v. Conm ssioner, 876

F.2d 616 (8th Gr. 1989), affg. T.C. Menp. 1988-427.

Petitioners’ reliance on Gainer v. Comni ssi oner, supra, and

Todd v. Commi ssioner, supra, ignores that this Court as well as

the Court of Appeals for the Eighth Grcuit, the court to which
appeals in these cases would lie, has held that “when an

under paynent stens from di sal | owed depreci ati on deductions or
investnment credits due to | ack of econom c substance, the

deficiency is attributable to overstatenent of value, and subject



- 29 -

to the penalty under section 6659.” Mssengill v. Conmm ssioner,

supra at 619-620; see also Zirker v. Conmm ssioner, 87 T.C 970

(1986).
W also find that the facts in these cases are

di stingui shable fromthe facts in Gainer v. Conm sSsioner, supra,

Todd v. Conm ssioner, supra, and McCrary v. Conm Ssi oner, supra.

In Gainer and Todd, it was found that a val uation overstat ement
did not contribute to an underpaynent of taxes. In those cases,
t he under paynments were due exclusively to the fact that the
property in each case had not been placed in service. In
McCrary, the underpaynents were deened to result froma
concession that the agreenent at issue was a |license and not a

| ease. Although property was overval ued in each of those cases,
t he overval uati on was not the grounds on which the taxpayers’
l[iabilities were sustained. |In contrast, a “different situation
exi sts where a valuation overstatenent * * * is an integral part
of or is inseparable fromthe ground found for disallowance of an

item” MCrary v. Conm ssioner, supra at 859. 1In the present

cases, we find that the overvaluation of the recyclers was
integral to and inseparable frompetitioners’ clainmed tax
benefits and the determ nation that Masters | acked econom c

subst ance. *

4 To the extent that Heasley v. Conmm ssioner, 902 F.2d 380
(5th Gr. 1990), revg. T.C Meno. 1988-408, nerely represents an
(continued. . .)
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In the present cases, petitioners have conceded that the
recyclers’ fair market value in 1982 did not exceed $50, 000.
Petitioners have al so conceded that the Masters transaction and
the recyclers in these cases are substantially identical to the

transactions and recyclers considered in Provizer v.

Comm ssioner, T.C Meno. 1992-177. |In Provizer, our finding that

the recyclers were overval ued was the dom nant factor that |ed us
to hold that the transaction |acked econom c substance. See Sann

V. Conm ssioner, T.C. Menob. 1997-259. Based on this record, we

find that the recyclers overvaluation was a dom nant factor in
regard to: (1) The disallowed tax credits, and other benefits in
t hese cases; (2) the underpaynents of tax; and (3) the
determ nation that the Masters transaction | acked econom c
subst ance.

Lastly, we note that petitioners’ argunent is simlar to the

argunents that were raised in other plastics recycling cases.

See Merino v. Conm ssioner, 196 F.3d 147 (3d Cir. 1999); Singer

v. Conm ssioner, T.C. Menob. 1997-325; Kaliban v. Comm ssi oner,

4(C...continued)

application of Todd v. Conm ssioner, 862 F.2d 540 (5th G

1988), affg. 89 T.C. 912 (1987), we consider Heasley

di stingui shable. To the extent that Heasley is based on a
concept that where an underpaynent derives fromthe disall owance
of a transaction for |ack of econom c substance, the underpaynent
cannot be attributable to an overvaluation, this Court, as well
as the Court of Appeals for the Eighth Grcuit have disagreed.
See Massengill v. Conm ssioner, 876 F.2d 616 (8th Cr. 1989),
affg. T.C. Meno. 1988-427.
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T.C. Meno. 1997-271; Sann v. Conm Ssioner, supra. In all of

t hose cases, we rejected this argunent.

2. Concession of the Deficiency

Petitioners also argue that Masters’ concession in the
underlying partnership case precludes inposition of the section
6659 additions to tax. Petitioners contend that Msters’
concession renders any inquiry into the grounds for such
deficiencies noot. Petitioners argue that absent such inquiry it
cannot be known if their underpaynments were attributable to a
val uation overstatenment or other discrepancy and that w thout a
finding that a valuation overstatenent contributed to an
under paynment, section 6659 cannot apply. |In support of this line

of reasoning, petitioners rely heavily upon Heasley v.

Comm ssi oner, 902 F.2d 380 (5th Gr. 1990), and McCrary v.

Comm ssioner, 92 T.C. 827 (1980).

Masters’ concession does not obviate our finding that
Masters | acked econom ¢ substance due to overval uation of the
recyclers. The value of the recyclers was established in

Provi zer v. Conm ssioner, supra, and stipulated by the parties.

As a consequence of the inflated value assigned to the recyclers
by Masters, petitioners clained deductions and credits that
resulted in underpaynents of tax. Regardless of Msters’

concession in the underlying partnership case, in these cases the
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under paynents of tax were attributable to the valuation
over statenents.
Mor eover, concession of the investnent tax credit in and of
itself does not relieve taxpayers of liability for the section

6659 addition to tax. See Singer v. Conm ssioner, supra; Kaliban

V. Conm ssioner, supra; Sann v. Conm ssioner, supra; Dybsand v.

Conmi ssioner, T.C. Meno. 1994-56; Chiechi v. Conmm ssioner, T.C

Meno. 1993-630. Instead, the ground upon which the investnent
tax credit is disallowed or conceded is significant. See Dybsand

v. Conm ssioner, supra. Even in situations in which there are

arguably two grounds to support a deficiency and one supports a
section 6659 addition to tax and the other does not, the taxpayer
may still be liable for the addition to tax. See Giner V.

Comm ssioner, 893 F.2d 225 (9th Gr. 1990); lromyv. Conmm Ssioner,

866 F.2d 545, 547 (2d Cr. 1989), vacating in part T.C. Meno.

1988-211; Harness v. Conmi ssioner, T.C. Menp. 1991-321.

In these cases, petitioners each stipulated substantially
the same facts concerning the Masters transaction as we found in

Provi zer v. Conm Sssi oner, supra. In Provizer, we held that the

taxpayers were liable for the section 6659 addition to tax
because the underpaynment of taxes was directly related to the
overval uation of the recyclers. The overvaluation of the
recyclers, exceeding 2325 percent, was an integral part of our

findings in Provizer that the transaction was a sham and | acked
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econom ¢ substance. Simlarly, the records in these cases

pl ainly show that the overvaluation of the recyclers is integra
to and is the core of our holding that Masters was a sham and

| acked econom c subst ance.

Petitioners’ reliance on MCrary v. Conmni ssioner, supra, is

m splaced. In that case, the taxpayers conceded entitlenment to
their clained tax benefits, and the section 6659 addition to tax
was hel d inapplicable. However, the taxpayers’ concession of the
clainmed tax benefits, in and of itself, did not preclude

i nposition of the section 6659 addition to tax. In MCrary V.

Conmi ssi oner, supra, the section 6659 addition to tax was

di sal | oned because the agreenent at issue was conceded to be a
license and not a |lease. |In contrast, the records in
petitioners’ cases plainly show that petitioners’ underpaynents
were attributable to overvaluation of the recyclers.

Accordingly, petitioners’ reliance on McCrary v. Conm Ssioner,

supra, is inappropriate.?®

W held in Provizer v. Conm ssioner, supra, that each

recycler had a fair market value not in excess of $50,000. Cur

5 Petitioners’ citation of Heasley v. Comm Ssioner, supra, in
support of the concession argunent is also inappropriate. The
Heasl ey case was not decided by the Court of Appeals for the
Fifth Crcuit on the basis of a concession. Mreover, see supra
note 4 to the effect that the Court of Appeals for the Ei ghth
Circuit and this Court have not followed the Court of Appeals for
the Fifth Crcuit’s rationale with respect to the application of
sec. 6659.
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finding in Provizer that the recyclers had been overval ued was
integral to and inseparable fromour holding of a |lack of
econom ¢ substance. Petitioners stipulated that the transaction
in Masters was substantially simlar to the transaction described
in Provizer, and that the fair market value of the recyclers in
1982 was not in excess of $50,000. G ven those concessions, and
the fact that the records here plainly show that the
overval uation of the recyclers was integral to and i nseparable
fromthe determnation that Masters | acked econom c substance, we
conclude that the deficiencies were attributable to the
overval uation of the recyclers.

For the foregoing reasons, we hold that petitioners are
liable for the section 6659 additions to tax for valuation
over st at enent .

To reflect the foregoing,

Decisions will be entered

for respondent.




